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Introduction to Causes and Economic
Consequences of Merger & Acquisition
Disputes – Recent Legal Developments

The Current Merger & Acquisition
Environment
Recent Trends:

■ Deal flow has risen from the low point of the recession in 2009, but is
beginning to slow as the global debt crisis heightens
■ Deals are more difficult to consummate because of tight financing
constraints
■ Earn-outs are more common because both parties are interested in
sharing the risk
■ Invocation of Material Adverse Change (“MAC”) clauses on the rise
■ Recessionary climate has destroyed many of the target companies
■

US Companies are hesitant to do deals due to political environment and debt
crisis
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Merger Trends

Source: imaa

The M&A Litigation Environment
M&A Disputes are on the rise due to:
■

Parties prematurely withdrawing from a deal

■

Disputes with lenders backing out of financing a deal

■

Earn-out disputes as buyer and seller argue regarding the language
compliance with the earnout

■

Material Adverse Change disputes disguised as buyer’s attempt to obtain an
additional purchase price adjustment

■

Number of merger objection lawsuits has grown from 21 in 2001 to 353 in
2010

■

More than 350 M&A lawsuits already have been filed in 2011

− 10 −

The M&A Litigation Environment
What benefits do shareholders actually receive as a result of M&A
litigation?
■ Delay of shareholder vote?
■ Additional disclosure – is this really material?
■ Softening of deal protection provisions?
■ Occasionally, increased share price consideration
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Discounted Cash Flow Analysis
DCF is a key M&A valuation tool
■ Determines company’s current value according to its estimated future
cash flows

Maric Capital Master Fund, Ltd. v. Plato Learning, Inc., 11 A.3d
1175 (Del. Ch. 2010)
■ Court enjoined a proposed merger because the proxy statements
misrepresented how the investment bank selected the discount rate to
use in its DCF analysis and related fairness option
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Discounted Cash Flow Analysis
In Re Dollar Thrifty S’Holder Litig.,

14 A.3d 573 (Del. Ch. 2010)
■ Court rejected the inclusion of synergies when calculating DCF values
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EBITDA
Earnings Before Interest, Taxes, Depreciation and Amortization

In re Inergy L.P., C.A. No. 5816-VCP, 2010 WL 4273197 (Del. Ch.
Oct. 29, 2010)
■ Plaintiff investors sought to enjoin merger, arguing, in part, that the
EBITDA multiples were flawed
■ The Court denied the request, determining that the Defendant’s
method of calculation was generally accepted in the valuation field
■ The Court further noted that the EBITDA multiple was a product of
“serious, arms-length negotiations over a number of weeks.”
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EBITDA
In re Sauer-Danfoss Inc. S’holders Litig., C.A. No. 5162-VCL,

2011 WL 2519210 (Del. Ch. May 3, 2011)
■ Judge declined to award fees after Plaintiffs successfully sought further
disclosure on the methodology behind the EBITDA exit multiple ranges
because, in part, “a quibble with the substance of a banker’s opinion
does not constitute a disclosure claim.”
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Working Capital Adjustments and
Price-Related Disputes
Mehiel v. Solo Cup Co., C.A. No. 06C-01-169, 2010 WL
4513389 (Del. Super. Oct. 14, 2010)
■ Parties’ merger agreement provided for post-closing adjustment based
on changes to Working Capital

■ Parties’ disputed a $5.6 million facility, which had been treated as an
asset for sale and included in the working capital by the seller rather
than treated as a long-term asset and excluded. Arbitrator accepted
buyer’s position, which resulted in a $5.6 million decrease in purchase
price.
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Earn-Outs
Airborne Health, Inc. v. Squid Soap, LP,
C.A. No. 4410-VCL, 2010 WL 2836391 (Del. Ch. July 20, 2010)
■ Court of Chancery dismissed claims arising from a contractual earn-out
provision because (1) seller did not conduct a due diligence of buyer
before sale; (2) buyer had no affirmative duty to disclose material
litigation; and (3) seller did not seek a representation from the buyer
with regard to material pending lawsuits.
■ Observed that “an earn-out often converts today’s disagreement over
price into tomorrow’s litigation over outcome.”
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Material Adverse Change (“MAC”)
Hexion Specialty Chems. Inc. v. Huntsman Corp.,
C.A. No. 3841-VCL, 2008 WL 4409466 (Del. Ch. Sept. 29, 2008)
■ Seminal material adverse change case

■ A “buyer faces a heavy burden when it attempts to invoke a material
adverse effect clause in order to avoid its obligation to close.”
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Damages
WaveDivision Holdings, LLC. v. Millennium Digital Media Sys.,
L.L.C., C.A. No. 2993-VCS, 2010 WL 3706624 (Del. Ch.

Sept. 17, 2010)
■ Court looks to industry norm when determining correct valuation
methodology, e.g. benefit of the bargain v. erroneous multiple of
EBITDA
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Determining the Purchase Price

Purchase Price

■ Reflection of investment value specific to the transacting parties
■ Reflects “bargained for”:
■ Anticipated stream of future earnings or cash flows; and
■ Balance sheet, working capital necessary to conduct operations in the
normal course.

■ Often incorporates buyer’s synergistic considerations
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The Purchase Price : Valuation
Approaches
■ Market approach (financial element x multiple)
■ Earnings measurement (e.g., EBITDA) or balance sheet measure (e.g.,
assets) depending on business
■ Multiple – Based on multiples used by guideline comparable companies

■ Income approaches
■ Discounted cash flow (DCF) valuation

■ Required internal rate of return (IRR) based on DCF projection

■ Cost approach
■ Not applicable in most deals
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Concluding on a Purchase Price

■ Valuations of the parties do not always result in a precise
purchase price.
■ A number of factors influence the ultimate purchase price.
■ Ultimate purchase price is the result of the negotiation of the
parties.

− 23 −

Post-Closing Adjustments to the
Purchase Price

■ The purchase agreement contemplates an adjustment of the purchase
price subsequent to the transaction’s close.
■ Post-closing adjustments reflect differences between the financial
condition of the business “bargained for” and the financial condition of
the business received by the buyer at the close.
■ Protects against “looting of the business.”
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Measurement of Post-Closing
Adjustments

■ Dollar-for-dollar adjustment to purchase price.
■ Often measured by difference in closing net working capital or net
assets from a “peg” or “target.”
■ Peg may be net working capital or net assets from financial statements
provided by seller, or simply a negotiated dollar amount.
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Example Language:
Closing Net Working Capital

■ “The Closing Net Working Capital [or Closing Balance Sheet] shall be
prepared in accordance with United States generally accepted
accounting principles, consistently applied.”
■ “……. except for (1) Normal year-end adjustments and (2) The
omission of footnote disclosures as required by GAAP…”
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Disputes Impacting the Purchase Price and
Earn outs

Disputes Regarding Quality of
Financial Information
■ Market and income approaches commonly rely on seller financial
statements represented to be:
■ “in accordance with GAAP”
■ “consistently applied with past practice”

■ Disputes may emerge due to alleged failure to:
■ Comply with GAAP / consistency requirements
■ Apply period-end close procedures
■ Defective accounting estimates / judgments by seller

■ Utilization of subsequent events
■ Materiality and closing adjustment procedures
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Disputes Regarding Failure to
Disclose Material Information
■ Due diligence and seller representations and warranties often assist
buyers in normalizing the disclosed financial information for material
and non-recurring gain/loss events for purposes of valuation
■ Disputes may emerge due to the failure to:
■ Disclose material contingencies/liabilities
■ Disclose a “Material Adverse Effect/Change”
■ Disclose loss of a key customer or contract
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Earnout Disputes
■ Not a purchase price adjustment
■ Buyer alleges business was not operated as represented
■ Seller alleges buyer mismanaged business
■ Issues of buyer’s accounting for performance measures to avoid
payment of the earnout
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Measuring Damages and Related Pitfalls

Benefit of the Bargain Damages
“The benefit of the bargain measure awards the plaintiff the difference
between the gain had the misrepresentations been true and what the
plaintiff actually received.”1

1

Litigation Services Handbook, Fourth Edition, 18.7
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Assessing the Benefit of the Bargain
■ Did the buyer receive the value represented by the seller?
■ Were misstatements of the financial statement known to the buyer?
■ If the seller misstated the financial statements, the buyer may not have
received the benefit of its bargain.
■ A valuation considering the facts as they should have been known
prior to signing the purchase agreement may demonstrate a differing
value, resulting in potential damages
■ Analysis of the target’s business post-acquisition performance may
demonstrate the buyer did in fact receive the benefit of its bargain
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Measuring Damages: Dollar-for-Dollar
- Example #1
■ Assumptions
■ $10 MM of undisclosed and unrecorded one-time liability associated with
environmental remediation costs
■ Potential liability known to seller during negotiations, but not disclosed
■ Not probable/reasonably estimable at time of negotiations or at time of close
■ Purchase price of $750 MM
■

EBITDA of $150 MM

■

5x Multiple
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Measuring Damages: Dollar-for-Dollar
- Example #1 (Continued)
■ Observations on measuring damages:
■ Buyer did not contemplate these costs in its valuation
■ Based on fact pattern, non-recurring impact on future earnings
■ Appropriate measure of damages likely dollar-for-dollar to reflect gain Seller
would have received “but for” misrepresentation/failure to disclose
■ Reduce purchase price by $10 MM to $740 MM
■ Buyer may claim its future projections were impacted and assert damages
“at the multiple”
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Measuring Damages: Benefit of the
Bargain - Example #2
■ Assumptions
■ Significant customer lost just prior to closing
■ Customer loss not disclosed to the buyer

■ CPA should consider:
■ Value of the customers to the business (i.e. contribution margin, operating
profit, or customer EBITDA)
■ Target company’s customer turnover rate
■ Can a lost customer be replaced?

■ Will loss impact only a few periods or extend into perpetuity?
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Measuring Damages: Benefit of the
Bargain - Example #2 (Continued)
■ Observations on Measuring Damages:
■ Evaluate ordinary customer turnover, possible that no damages were
sustained
■ If unprofitable customer, possible that no damages were sustained
■ If profitable customer with finite life, damages may be appropriate over
customer life
■ If profitable customer into the future, damages measured by incremental
customer contribution margin times appropriate valuation multiple
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Measuring Damages:
Post-Closing Adjustment Claims

■ Dollar-for-dollar
■ Typically do not affect future earnings of business

■ Should material defects in the “peg” be identified, this may result in an
indemnity claims
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Pitfalls to Avoid in Assessing
Damages

■ Analyze purchase agreement and contemporaneous documents to
understand buyer/seller deal motivations
■ Assess situations involving double recovery
■ Indemnity claims vs. working capital claims
■ Interplay of contractual representations vs. GAAP working capital
requirements

■ Consult with counsel on matters requiring contract interpretation
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Compare and Contrasting Arguments
Regarding the Benefit of the Bargain
Claims (Buyer’s Perspective)
■ Damages should be determined as the difference between what was
bargained for and what was actually received
■ Acquired a balance sheet and a future earnings stream (usually at an
interim date)
■ Entitled to damages based on material misstatements of the (interim)
balance sheet and future earnings stream it acquired less any recovery in
the working capital proceeding
■ Asserts misstatements which can be shown to affect future periods which
are likely recoverable at the valuation multiple
■ Assert claims which are one time in nature, however, will claim that
buyer’s EBITDA projections were impacted and therefore, may be
recoverable at the valuation multiple
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Compare and Contrasting Arguments
Regarding the Benefit of the Bargain
Claims (Sellers’ Perspective)
■

The buyer is limited to dollar-for-dollar damages only

■

Irrespective of buyer’s view that claims affect future periods or modify buyer’s
EBITDA projections, seller will generally argue that the buyer is only entitled to
dollar-for-dollar damages

■

In some instances, seller may agree that claim is subject to only an adjustment
of the first year of buyer’s projections

■

The working capital adjustments are limited to dollar for dollar and they may
preclude any other accounting claims
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Managing Post-M&A Risk

Buyer Tactics to Minimize Risk

■ Avoid overpaying for the business based on synergies
■ Require extensive third party due diligence

■ Insist on complete access to all relevant documents
■ If possible, rely on key seller representations (i.e., inventories, key
customers and audited financial information)
■ Due diligence materiality thresholds may be used as proxy for
materiality amounts in post-closing disputes
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Sellers’ Tactics to Minimize Risk
■ Negotiate to prepare Closing Balance Sheet
■ If known departures from GAAP, consider “carving out” troubling
accounts (i.e., for inventories, insist on past practice)

■ Limit buyer’s ability to make working capital claims in the
indemnification proceeding
■ Avoid nondisclosures which could lead to fraud claims
■ Limit damages to dollar-for-dollar, maximize basket for damages, and
insist on cap on indemnification recoveries
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Case Study

Facts of the Case
■ Valassis and ADVO are in the direct mail advertising business. Each
company had sales in excess of $1B. The combined entity will exceed
$2.65B in sales.
■ Late in 2005 Valassis commenced merger discussions with ADVO.
■ On July 7, 2006, Valassis and ADVO signed the Stock Purchase
Agreement (“SPA”), whereby Valassis would pay $37/share in cash.

■ ADVO was trading at $25/share on as of July 7, 2006.
■ PRIOR to the signing of the SPA, ADVO represented:
■ Operating income forecast for FY2006 of $68 MM;
■ The integration of its SDR computer system was progressing as planned;
and
■ The April & May 2006 financial statements were materially correct.
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Facts of the Case, Continued

■ AFTER the signing of the SPA:
■ ADVO disclosed that April and May 2006 financial statements were
misstated by $2.6 MM;
■ On August 10, 2006, ADVO adjusted its $68 MM forecasted operating
income to $54.8 MM, nearly identical to an internal April 2006 forecast of
$54.5 MM;
■ Actual FY operating income ending 9/30/06 were $37.9 MM, some $30 MM
below expectations.

■ Negotiations stalemated. On October 31, 2006 Valassis filed suit for
fraud and to rescind the transaction.
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Assignment

■ Did Valassis suffer a material adverse change (MAC) and did Valassis
obtain the benefit of its bargain?
■ Evaluate the business as bargained for versus as received.
■ Analyze the following factors
■

Did ADVO suffer a dramatic downturn?

■

Was the downturn disproportionate to the industry?

■

Is the downturn expected to be durationally significant?

■

Was the representation known to the buyer?
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Demonstration of
Dramatic Downturn
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ADVO’s Recent Operating Income is
Below the Historical Mean
Declined 70% From Q1 2006 to Q4 2006
($) in Millions

Mean = $19.5

25M
$22.4
$21.6

$22.1

$21.6
$20.7

$20.0

$19.8

$21.3

20M
$19.0

$18.7

$18.5

15M
$14.1

$12.6 (1)

$14.1

$11.6 (2)

10M

$7.0 (3)
5M
Q1

Q2

Q3
2003

Q4

Q1

Q2

Q3

Q4

Q1

2004

Q2

Q3
2005

Source: Quarterly amounts through Q3 2006 from ADVO’s 10-Q and 10-K filings. Q4 2006 from ADVO’s November
16, 2006 press release. Q1, Q2, Q3, and Q4 2006 amounts include add-backs of $1.5M, $2.3M, $2.0M, and $2.2M
for stock option expense amounts, respectively. Q3 and Q4 2006 amounts include add-backs of $2.9M and $4.5M
of merger and litigation costs, respectively, as well as adjustments for $6M of client credits.
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Q4

Q1

Q2

Q3
2006

Q4

ADVO’s Business Has Deteriorated
Significantly
Operating Income ($) in Millions
20M

Operating Income ($) in Millions
$19.1M

40M

$18.0M

$37.1M
-61.2%
Difference

15M

30M

$9.6M

10M

20M
$14.4M

$4.8M
5M

10M

Projected

Actual

Q3 2006

Projected

Actual

Projected

Q4 2006

Source: Projected amounts from ADVO Financial Report distributed June 23, 2006. Q3 Actual amount includes deduction for $6M of
client credits and add-back of $2.9M for merger and litigation costs. Q4 Actual amount includes add-back for $6M of client credits and
$4.5M of merger and litigation costs. Total merger and litigation costs for FY06 was $7.4M with $4.5M in Q4, per ADVO’s press release
dated November 16, 2006.

Actual

Second Half FY 2006
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ADVO’s Material
Misrepresentation
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ADVO’s Fiscal Year 2006 Operating
Income Forecasts
7/6/2006

($) in Millions
80M

Merger Agreement

$76.1
(Original Budget)
$68.6

70M
60M

$68.0

$65.0
$54.5

$54.8

50M
$37.9

40M
30M
20M
10M

4/14/2006

5/4/2006

5/10/2006
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6/23/2006

8/10/2006

Actual
(unaudited)

ADVO Operating Below
Industry Expectations
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ADVO’s Performance is
Disproportionate to the Industry
($) in Millions
40M
$37.4

$37.4
$35.3

35M

$36.3

$37.3

$38.1

(4.3)% Change

$38.1

$37.2

$36.6

$35.8

$37.1

$35.9

$35.3

$32.2

30M

$35.1

Time between Q1 & Q4
$25.9

$25.6
25M

$21.6
$21.3

$21.6

20M

$23.1

$23.2

$20.6
$18.5

$18.7
$14.1

$14.1

15M

10M

$10.3

Industry Average*
ADVO

$9.2

(1)

(69.5)% Change

(2)

$6.3

5M

Q2

Q3

2003

Q4

Q1

Q2

Q3

Q4

Q1

2004

* Includes Harte Hanks, Catalina Marketing, and Valassis.
(1) Deducted $6M client credit; added $1.6M in merger and litigation costs, added $0.9M in strategic initiatives (2) Added $6M client credit,
$4.5M in merger and litigation costs, $1.5M in strategic initiatives
Source: 10-Q’s and 10-K’s were used for all companies and are adjusted for non-recurring charges.

Q2

2005
− 55 −

Q3

Q4

Q1

Q2

Q3

2006

Q4

Benefit of the Bargain Analysis

■ ADVO was valued based on the financial performance as represented
by Valassis in July 2006 (prior to signing) and in August 2006 (after
signing).
■ Valassis utilized both the Market and Income approaches in valuing
ADVO.
■ Valassis paid a significant control premium in its acquisition of ADVO.

− 56 −

Market Approach Guideline
Company Analysis

■ A multiple of EBITDA was utilized based on the comparable
companies.
■ Valassis initially priced ADVO:
■ Bargained for - 11 times EBITDA
■ As received - 9 times EBITDA

■ The multiple of EBITDA approach included a control premium.
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Valassis Did Not Receive the
Benefit of its Bargain
Purchase Price Overpayment Calculation
In Millions (except multiples)

9.0x Multiple

Pre-Signing Forecasted Fiscal '06 Op. Income - Misrepresentation

$68.0

Less: Pre-Signing Forecasted Fiscal '06 Op. Income – Realistic

(54.5)

Operating Income Misrepresentation

$13.5

% of Misrepresented Operating Income

19.9%

ADVO '06 EBITDA (Valassis/Bear Stearns Projection)

$119.0

Less: Misrepresentation

(13.5)

Corrected ADVO '06 EBITDA

$105.8

EV/EBITDA Purchase Price Multiple

9.0x

Adjusted Enterprise Value

$950

Less: Actual Enterprise Value Purchase Price

1,291.3

Purchase Price Overpayment

$(341.8)

% of Actual Purchase Price

26.5%
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Income Approach Discounted
Cash Flow Valuation

■ The forecasted cash flows and discount rate were adjusted to reflect
the downturn in the business.
■ Valassis revised the revenue assumptions downward which translated
into a revised cash flow analysis.
■ The DCF valuation assumed control cash flows.
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Change in DCF Analysis Based On
Facts Known as of August 2006
Historical

Valassis Original Forecast (as of July)
2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

EBIT

$ 97

$ 80

$ 82

$ 80

$ 69

$ 66

$ 74

$ 90

$ 94

$ 98

$ 105

% Margin

8.5%

7.1%

7.1%

6.4%

5.0%

4.5%

4.9%

5.8%

5.8%

5.8%

6.1%

-17.5%

2.5%

-2.4%

-13.8%

-4.3%

12.1%

21.6%

4.4%

4.3%

7.1%

Free Cash Flow
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55

48

50

59

Discounted Free Cash Flow

$50

% Growth

$48
$38
$36
Present Value of Terminal Value

$39
868

Present Value of Cash Flows

212

Present Value of Free Cash Flow (1)

Historical

$1,080

Valassis Revised Forecast (as of August)
2001

2002

2003

2004

2005

2006

2007

2008

2009*

2010*

2011*

EBIT

$ 97

$ 80

$ 82

$ 80

$ 69

$ 51

$ 50

$ 62

$ 64

$ 66

$ 68

% Margin

8.5%

7.1%

7.1%

6.4%

5.0%

3.5%

3.4%

4.2%

4.2%

4.2%

4.2%

-17.5%

2.5%

-2.4%

-13.8%

-25.5%

-3.7%

25.6%

3.0%

3.0%

3.0%

Free Cash Flow

40

39

34

36

42

Discounted Free Cash Flow

$38

$34

$26

$26

$28

% Growth

* Litvak assumption based on Valassis revised projection trend. (1) Using discount rate of 9.5% and terminal growth rate of 4.75%. (2) Using discount rate of 10.0%
and terminal growth rate of 4.5%.
Source: Historical amounts from Bear Stearns Fairness Opinion Supporting Analysis dated July 5, 2006. Valassis Original Forecast from “Summit 6-6-06.xls” file.
Valassis Revised Forecast from “Combined Model.xls.”
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Present Value of Terminal Value

524

Present Value of Cash Flows

152

Present Value of Free Cash Flow (2)

$676

Change in DCF Analysis Based On
Facts Known as of August 2006

61

Change in DCF Analysis Based On
Facts Known as of August 2006
(Continued)
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Valassis Did Not Receive the Benefit
of its Bargain ADVO Misled Valassis
into Overpaying by $300 - $400m

($) in Millions
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Question & Answer

Thank You

